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Inflation has been on the rise. Investors are not as interested in what’s happening now as
they are in what’s happening next. Meanwhile, the Federal Reserve (Fed) shared its views
at the conclusion of its last policy meeting on Wednesday, June 16. And while the Fed’s
position that inflation is likely to be transitory has become stronger, not weaker, Fed
members have seemingly different opinions on the future path of monetary support.

Inflation has been on the rise. Everyone knows it and feels the impact with every purchase. The
Consumer Price Index (CPI) spiked to 5.0% year over year in May, the most since 2008, while core CPI
(excluding food energy) hit 3.8%, the highest since 1992. Inflation has been rising and the Fed is
watching. How will markets react to any potential inflation over the next year?

We do know this: Markets will be looking forward, not backward. By the time something becomes a
“thing,” a meme, or makes a magazine cover, market participants are often past it, as we discussed in
our June 16 blog, Why Inflation Worries Likely Just Peaked. Markets are no longer watching to see if
inflation will spike. It already has. In fact, since the big upside surprise in the April inflation data,
released May 12, many inflation-sensitive assets have been underperforming. Copper? Down. Lumber?
Down. The 10-year Treasury yield? Down. Market-implied inflation rates? Down. Gold? Down.

At the conclusion of its last policy meeting on June 16, the Fed shared its view on what may be coming
for inflation. In its updated forecasts, the Fed acknowledged it had missed on inflation expectations,
upgrading its preferred core inflation forecast for 2021 from 2.2% all the way up to 3.0%. That’s a large
jump, but that’s based on what’s behind us. The forecast for the same index in 2022 and 2023 scarcely
moved, at 2.1% for both years.

Inflation is certainly still capable of coming in hotter than expected. The difference between now and
earlier this year is that inflation expectations are already elevated. In order to see inflation assets really
perk back up, we would probably need to see stronger signs that higher inflation may be persistent. To
get a read on that, it may be better to look at prices that tend to be more stable. We know there are
areas where we’re seeing extreme price moves, which is impacting broader measures of inflation. But
what about prices that tend not to move? There is such a measure, developed by the Federal Reserve
Bank of Atlanta, called sticky core inflation.

As seenin , unlike CPI1 and even core CPI, sticky core prices are not setting multi-decade or
multi-year highs. Sticky core CPI is up 2.6% year over year. The last time it was that high was...2020.
There are still some warning signs though. While you have to be careful annualizing monthly data
because it multiplies small, potentially meaningless, moves, annualized sticky CPI in each of the last
two months was over 4% and that hasn’t happened since 1992. But even sticky core CP| has had some
price idiosyncrasies in the current environment. If you take just the median move of the CPI
components, the middle change for any given month, 12-month price changes have actually been
declining. And the last two months? Somewhat elevated but nothing special.
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n UNDERLYING MEASURES OF INFLATION SEEM TO BE CONTAINED
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We'll be watching both sticky core CPI and median CPI to help monitor the likelihood that inflation will
become persistent. We do think inflation will be elevated over the rest of 2021—and possibly into
2022—Dbefore it really starts settling down, but that’s still consistent with inflation being transitory. And it
may remain somewhat higher after that compared to the last cycle as deglobalization and a potentially
weaker dollar offset some of the structural forces that we think will continue to weigh on inflation. If
inflation does start to look more persistent, it will certainly be felt on Main Street. For Wall Street, the
immediate fear wouldn'’t be the inflation itself, but rather its ability to force the Fed’s hand and
accelerate policy tightening. But, based on how markets have been responding recently, the Fed’s
position that inflation is likely to be transitory has become stronger, not weaker.

SPEAKING OF THE FED

The Fed ended its two-day Federal Open Market Committee (FOMC) meeting last week and, as
expected, there were no changes to its current interest-rate or bond-purchasing policies. However,
signaling on the future path of short-term interest rates seemingly surprised markets because the
number of Fed members who now expect interest-rate hikes in 2023 changed dramatically, relative to
the last FOMC release. While an initial rate hike was once thought of as a 2024 event at the earliest, as
seen in chart below, the majority of members now expect at least two quarter-point interest-rate hikes
to take place in 2023. Additionally, seven members (out of 18) expect at least one rate hike in 2022.
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FED CONSENSUS SIGNALS TWO HIKES EXPECTED IN 2023
® Federal Open Market Committee participants’ assessments of
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Note: Each shaded circle indicates the value (rounded to the nearest /s percentage point) of an individual
participant’s judgment of the midpoint of the appropriate target range for the federal funds rate or the
appropriate target level for the federal funds rate at the end of the specified calendar year or over the
longer run. One participant did not submit longer-run projections for the federal funds rate.

These “dot-plot” projections are not voted on—nor do they represent official policy But they
do show the divergent opinions by some of the committee members. In fact, the market may have
interpreted the changing projections as a shift in the way some committee members are interpreting the
Fed’s new Average Inflation Target (AIT) mandate. That some members think interest rates should
move higher next year is a notable difference from what some Fed members have repeatedly said: that
they want inflation to run above 2% for some time before they raise interest rates.

WHAT DO HAWKS AND DOVES HAVE TO DO WITH MONETARY POLICY?

While Jerome Powell is the chairman of the FOMC and likely the most recognizable member, there are
18 other members within the committee (and also one vacant position). Anyone who has been part of a
big group setting knows that getting everyone in total agreement is nearly a Sisyphean task. Since
2014, though, there has not been a single dissenting, recorded vote cast by any voting member.
However, some recent public comments and the recently released dot-plot may show that not everyone
is in total agreement with the direction of current monetary policy. For example, Dallas Fed President,
Robert Kaplan, often thought of as one of the most hawkish members of the committee, has repeatedly
stated that the Fed should start to reduce or even eliminate its purchases of mortgage securities
“sooner rather than later.” Others on the committee, including Powell, continue to defend the mortgage
purchases. While Kaplan is not a voting member, he does provide input into policy decisions.
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What does it mean to be “hawkish” or “dovish”? Hawkish Fed members are generally concerned about
inflation first, and want to start to tighten monetary policy through interest-rate increases and/or the
tapering of bond purchases. Doves are those members who want to continue to provide
accommodative monetary policy to support the economic recovery. Of the 19 current members, seven
can be classified as dovish, eight as neutral, and four as reliably hawkish. Not all 19 current members
are voting members. There are currently 11 voting members (there is one vacant voting position) and of
those 11, five members are reliably dovish—including Chairman Powell and Vice Chair Richard
Clarida—and six members are rated as neutral. So, given the tendencies of the group broadly, the
likely cause of the negative initial reaction in the bond market last week is that so many participants
now think raising interest rates should occur in 2023. That the overall committee may have become
more hawkish is notable. The concern now is that the Fed may speed up the removal of
accommodative monetary policy and react sooner than markets are anticipating.

CONCLUSION

Inflation has certainly been the word of the year. Consumers and investors have seen and felt the
impact of inflation. But the structural headwinds that have kept inflationary pressures at bay for decades
are still in place. We do think inflation will be elevated over the rest of 2021 and possibly into 2022
before it really starts settling down, but that’s still consistent with inflation being transitory. How the Fed
reacts to the data will be interesting, though. We continue to watch closely the risk associated with the
Fed acting out of concert with what markets are expecting. Over the next few weeks we’re likely to hear
from a number of Fed officials, so we’ll get more clarity on how thinking has changed recently. As such,
it will be important to see who on the committee has become more hawkish. If it's actual voting
members, then markets may start to get more concerned.
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IMPORTANT DISCLOSURES

This material is for general information only and is not intended to provide specific advice or recommendations for any
individual. There is no assurance that the views or strategies discussed are suitable for all investors or will yield positive
outcomes. Investing involves risks including possible loss of principal. Any economic forecasts set forth may not develop as
predicted and are subject to change.

References to markets, asset classes, and sectors are generally regarding the corresponding market index. Indexes are
unmanaged statistical composites and cannot be invested into directly. Index performance is not indicative of the performance
of any investment and do not reflect fees, expenses, or sales charges. All performance referenced is historical and is no
guarantee of future results.

Any company names noted herein are for educational purposes only and not an indication of trading intent or a solicitation of
their products or services. LPL Financial doesn’t provide research on individual equities.

All information is believed to be from reliable sources; however, LPL Financial makes no representation as to its completeness
or accuracy.

US Treasuries may be considered “safe haven” investments but do carry some degree of risk including interest rate, credit,
and market risk. Bonds are subject to market and interest rate risk if sold prior to maturity. Bond values will decline as interest
rates rise and bonds are subject to availability and change in price.

The Standard & Poor’s 500 Index (S&P500) is a capitalization-weighted index of 500 stocks designed to measure performance
of the broad domestic economy through changes in the aggregate market value of 500 stocks representing all major
industries.

The PE ratio (price-to-earnings ratio) is a measure of the price paid for a share relative to the annual net income or profit
earned by the firm per share. It is a financial ratio used for valuation: a higher PE ratio means that investors are paying more
for each unit of net income, so the stock is more expensive compared to one with lower PE ratio.

Earnings per share (EPS) is the portion of a company’s profit allocated to each outstanding share of common stock. EPS
serves as an indicator of a company'’s profitability. Earnings per share is generally considered to be the single most important
variable in determining a share’s price. It is also a major component used to calculate the price-to-earnings valuation ratio.

All index data from FactSet.

This research material has been prepared by LPL Financial LLC.

Securities and advisory services offered through LPL Financial (LPL), a registered investment advisor and broker-dealer (member
FINRA/SIPC). Insurance products are offered through LPL or its licensed affiliates. To the extent you are receiving investment advice from

a separately registered independent investment advisor that is not an LPL affiliate, please note LPL makes no representation with respect to
such entity.
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